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AGENDA | TEM

| npati ent and outpatient services: assessing paynent
adequacy and updating paynents -- Julian Pettengill,
Jack Ashby, David d ass, Chantal Wrzal a

MR. ASHBY: (Good afternoon. This is the hospital session.
|"mgoing to begin this session by presenting overall Medicare
mar gi n data whi ch support our assessnent of paynent adequacy for
the hospital as a whole. Extending beyond the data that we
presented in Decenber, this time we'll be including information
on margi ns by hospital group and data on the distribution of
mar gi ns. Then Julian wi |l address paynent adequacy as well as
our draft update recomrendation for inpatient services, David
will briefly update our information on access to capital, and
Chantal will present outpatient margin informati on and our
out pati ent update recommendati on.

This first chart shows overall Medicare margins for 2000 to
2002, and our estimate for 2004 which reflects policy changes
that occurred between 2002 and 2004, and al so the inpact of
policy provisions in DIMA, or MVA,L if you prefer, that were
schedul ed for inplenentation in either '04 or '05. You'll notice
that the margin estimate for 2004 is 1.8 percent while the
estimate that we reported to you in Decenber with 2.8 percent.
Unfortunately, nost of this change resulted froma m stake that
we made. The mistake didn't affect any of the six conponent
margins. Rather, it involved the process that we use for
wei ghting the six conmponent margins to arrive at the overal
Medi care. W apol ogi ze for the error.

In addition to our m stake we al so discovered a problemin
CM5's cost report file. W corrected for the bad data through
imputing and that | owered our estimate of the outpatient margin
that we presented in Decenber, and Chantal will, a little later
give you the details on that.

Now onto the values. W see in this chart, obviously, that
we have a small reduction in margin in '0Ol, a larger reduction is
'02 and essentially no change to '04. Unusually |arge cost
i ncreases were instrunental in both the '01 and the '02 decreases
in margin, but in '01 the cost increase was offset sonewhat by an
increase in DSH paynents that was mandated by BIPA and a | arge
increase in outpatient paynents that followed the inplenentation
of the outpatient PPS.

After '02, the alnbst constant margin represents the net
effects of a substantial increase in paynents froma nunber of
DI MA provisions and CM5' s tightening of inpatient outlier
paynents. Excessive outlier paynents pushed total inpatient
paynents nearly 2 percent higher than was intended in 2002. CQur
simul ation for '04 assunes that the systemreforns that CVS
i nplenented will return aggregate outlier paynents to the
targeted level. |It's quite possible that within that time frane
outliers will not drop all the way back to the target level, in
whi ch case the margin estimte that we have shown would, all else
equal , be too | ow.



At the Decenber neeting we provided the estimte that
Medi care inpatient cost per discharge rose by 6.6 percent in
2001. That was the highest increase that we have seen since the
early '90s. But we wanted to point out that the increase in cost
per unit of output across all services that hospitals provide is
somewhat | ower.

Qur all-service neasure that you see here known as cost per
adj ust ed di scharge shows a 5.0 percent increase. This
calculation is for all payers. Data limtations prevent us from
putting together a neasure specific to Medicare but we do at
| east have strong evidence that the Medicare figure is
substantially less than the 6.6 for inpatient alone. For 2002,
again our prelimnary data show that the rate of increase is
| oner when cal cul ated for all services than for inpatient al one.

The next chart sunmarizes sone of the key factors causing
the unusually large rate of growmh in per-unit costs. In this
analysis we're looking at all costs. That is for all services
across all payers. W found a mgjor inpact fromincreased | abor
costs, including both increases in wages and benefits and
increases in use of labor, and that the increases were
concentrated particularly in the area of nursing personnel. But
as we tal ked about in Decenber there is already evidence that the
rate of growh in |abor cost is abating. BLS data show that
hospital wage and benefit increases peaked at about 5.5 percent
in 2002 and that increase was down to about 4 percent by the
third quarter of 2003. That's actual data through the third
gquarter of 2003.

Simlarly, hospital enploynment increases peaked in 2002 at
about 2.8 percent and they were down to about 2 percent by the
third quarter of 2003. Then we had smaller inpacts from drugs
and chargeabl e supplies, and that woul d i nclude devi ces,
mal practice costs and capital expenses. On the drug issue, the
rate of interest in overall drug spending has noderated sonewhat
in '03 but we're not really sure how that played out for drugs
provided in the course of hospital care. Malpractice costs tend
to be very cyclical, so the unusually high rate of growth that we
saw in 2002 is bound to noderate at sonme point in tine.

The rate of capital cost growmh on the other hand may very
well rise in 2003 and beyond given the anple evidence that we
have expanded capital investnment. But Medicare capital paynents
are not intended to draft new capital investnent year to year.

G ven the capital cycle, hospitals should expect |ower margins
for a certain period of tine followng a nmajor capital project,
and all else equal they would receive higher margins in the |ater
part of the capital cycle.

The third factor is reduced financial pressure fromprivate
payers. W have anple evidence that private insurer paynents
have gone up faster than costs in each of the last three years
and that the increase was particularly great in 2002, the year of
t he high cost increases. This factor may have enabl ed hi gher
cost growth, higher growth in unit costs than otherw se woul d
have occurr ed.

The next chart focuses on changes in margi n between 2002 and
2004 by hospital group. Again, the 2004 figure reflects the



provisions of DIMA as if they had been in place in 2004 and al so
changes in policy occurring between '02 and '04. | need to begin
here by noting that we couldn't nodel two of the provisions of
DIVA at the group level so all of the group-level margins in this
tabl e are understated by an average of about 0.4 percent. The
two provisions in question here are a one-tinme opportunity for
hospitals to appeal their wage indexes, which CBO has estimted
will bring $300 million into the paynent system and al so

i beralize paynent policy for critical access hospitals.

There are 234 hospitals that our sinmulation suggests woul d
still have negative overall Medicare margins after accounting for
the provisions of DIMA and that could otherw se neet the
qualification criteria for CAH, so we nodel ed the inpact of these
facilities leaving the PPS. The right-hand col um though shows
that two groups in particular, the overlapping rural and non-
teachi ng hospital groups would likely receive nost of the benefit
fromthese two provisions.

Now as for the changes by group, the drop in margins for
urban hospitals primarily reflects the inpact of tightened
outlier paynents together with a nodest increase in paynment from
DIMA. Rural hospitals, on the other hand, benefit tremendously
fromDI MA, as was intended, but they receive little outlier
paynents so they were not affected much by the tightening of
outlier policy.

Then maj or teaching hospitals, again, their drop in margin
primarily reflects tightened outlier paynents, and that brings us
to the non-teaching hospital group. O course, this group
i ncludes alnost all of the rural hospitals whose paynent
i ncreases were substantial under DI MA, but urban non-teaching
hospital s account for about 70 percent of the paynents in this
group. Urban non-teaching hospitals benefit fromsonme of the
DI MA provisions but then, as in the future under current policy,
t hey receive none of the I ME paynents above the enpirical |evel
and their DSH paynents are bel ow average as wel |l .

On the distribution of margins, in 2004 and reflecting
t he inpact of DI MA provisions, we estimate that about 50 percent
of hospitals will have a negative margin. And using the weighted
measure, that is the percent of paynments that go to negative
margi n hospitals, the figure woul d be about 46 percent.

M5. BURKE: Could you repeat that?

MR. ASHBY: This is 2004 reflecting the inpact of the D MA
provisions. At that point we estimate that 50 percent of the
hospitals woul d have a negative margin, but if we did it on a
wei ght ed basi s, 46 percent.

M5. BURKE: | guess I'mtrying to equate that nunmber with
the nunbers that we see before us and | just want to make sure |
understand. These are the margins by type of hospital?

MR. ASHBY: Right, these are aggregate margins for the
hospitals in each group.

M5. BURKE: And overall it has an estimate of 1.8.

MR. ASHBY: Right.

M5. BURKE: What you're suggesting is, if you were to dial
t hat down, that half the hospitals would be negative.

MR. ASHBY: Right. And within each group it's worth noting



that there's quite a wide variance and a significant portion of
negative margin hospitals in every one of these groups.

M5. BURKE: The other question that | would have, given the
di scussi ons around the nature of the non-teachi ng hospital and
what we now understand in terns of what this distribution is

going to look like in terns of margins, is there value -- and |I'm
prepared to have sonebody say it doesn't make any sense because
we don't do it any place else -- is there value in |ooking nore

carefully at that category, and for exanple, splitting out urban
non-teachi ng versus rural non-teaching? W have those as
separate categories. But because that is the one place where
there are nmargins that are overall negative is there a value in
splitting out what that |ooks |ike?

MR. ASHBY: There certainly would be. W have now | ooked at
non-teaching separately for urban and rural since the inpacts are
quite different. The rural non-teaching, the margin woul d be
very close to what you see for rural, because alnobst all rura
hospital s are non-teaching. The urban non-teaching margi n woul d
be m nus 3.1.

MR. MULLER: W discussed this last nmonth but what inflators
were you for using for 2002 to 2004? You nmade the point in your
presentation earlier that -- you had the 6.6 and the 5 percent,
the 6.6 for inpatient and 5.5 for overall. But what are you
using to go from 2002 to 2004 to get to your '04 estinmate?

MR. ASHBY: W' re using nmarket basket mnus half of the
productivity standard.

MR. MIULLER: So roughly around three.

MR. ASHBY: Roughly in the neighborhood of three.

MR MILER So if it's in the five range, then the 1.8
could be an overestimate. | mean, by definition it would be an
overesti mate.

MR. ASHBY: Yes, pretty much, by definition, right.

MR. MULLER: As | think we discussed it -- | don't want to
go through the whole thing again as we did | ast nonth, but at
| ast for probably '03 we can all see next year where we cone out
on these things but my guess it's going to be closer to five than
three, so that could throw even nore of the hospitals into
negativity if the 1.8 --

MR. ASHBY: But keep in mnd that we have a 5 percent figure
approximately in 2001 and with the evidence that the rate of
grow h has conme down I'mnot sure that we will be nmuch off of
three. We mght to sone degree. There is indeed sone risk here;
there's sone uncertainty. But there's also uncertainty on the
paynent side. It's quite conceivable that the outlier inpact, we
have assuned that all extra outlier paynents go away, and we're
not at all sure that that's really going to happen. And sone of
the DI MA provisions -- again, we're not exactly sure how t hose
are going to play out, so there's a great deal of uncertainty
here but it's not entirely clear that it's going to be higher,
much hi gher than what we've shown.

DR. WAKEFI ELD: Jack, when I'm | ooking at the estimated ' 04
rural, alittle bit to Sheila's point earlier, and the non-
teaching category of mnus 1.6 and trying to get as clear a fix
on what that category of non-teaching |looks |ike since it seens



to be doing the poorest here of all the different categories,
Shei |l a was aski ng about m ght there be difference by rural-urban,
for exanple, and you said, yes, the urban non-teachi ng probably
are minus 3.1 and the rural non-teaching is going to be a | ot
closer to 2.3. That 2.3 includes CAHs in it; is that correct?
ASHBY: No, it does not.

WAKEFI ELD:  So it's non- CAH - -

ASHBY: This entire analysis is non-CAH

WAKEFI ELD:  Not just the '04 CAH, which is what your
asterisk says.

ASHBY: Exactly. Al of the figures are exclusive of
CAHs that we knew about at the time of the anal ysis which is 835.
DR. WAKEFI ELD: M apologies. | msread your asteri sk,
because it nentions DIMA so | thought everything prior to DI MA

CAH woul d be included. But you' re saying no.

MR. ASHBY: Exactly.

MR. MIULLER: The estimate we had for 2002 | ast year, do you
happen to renmenber --the 1.7 we're showi ng now -- do you renenber
what we estimated for 2002 at this tine |last year?

MR. ASHBY: W estimated 3.9 percent for 2003 | ast year.
That's what we were estimating at the tine. W didn't have an
estimate for 2002.

MR. MILLER: So we did nmake a gap estimte?

MR. ASHBY: No. As we don't have an estimate for --
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MR. MIULLER | understand that. But in a sense you mnust
make one because --
MR. ASHBY: No, actually we don't. |It's far easier not to

estimate the m ddl e one because then you don't have to anal yze
t hings that went in and canme back out and so forth. You can just
| ook at one set of policies.

MR. PETTENG LL: The information that Jack has just given
you is relevant to two inportant questions. One is whether
Medi care's current aggregate paynments are sufficient to cover
hospital s' cost of furnishing care to Medicare beneficiaries.

The ot her question is whether those paynents cover costs
consi stently across hospitals.

As you think about these questions though, it's inportant to
take into account the evidence that we presented back in Decenber
on the other indicators that we use in the paynent adequacy
framewor k, and those are shown on this slide here. To briefly
recap the findings, first, we found no evidence of any
deterioration in beneficiaries' access to care based on providers
participation in the Medicare program on changes in their
capacity to furnish services, or on beneficiaries' use rates.

Second, the volune of inpatient and outpatient care has
continued to grow. No evidence there.

Third, we saw m xed evidence on the quality of care with
sonme i nprovenents but al so sone inportant problens remaining.
However, there's no discernible connection between Medicare's
paynent rates and either the inprovenents in quality or the
problenms that we identified. So that evidence really doesn't
tell us very nuch

Avai | abl e information al so suggests that access to capital
remai ns adequat e al though the cost of capital varies anong



hospitals. Now since the Decenber neeting sone additional
reports on hospitals' creditworthiness and access to capital have
come out and those reports have | ed sone people to suggest that
access to capital has been deteriorating or is about to. W've
been | ooking into that and David is now going to sunmarize our
findi ngs.

MR. GLASS: Thanks, Julian. This is just a quick update to
what we tal ked about in Decenber. W nentioned then that
constructi on spending was strong and here's sonme quantification
of what that nmeans. It neans a 20 percent increase from 2001 to
2002 and 11 percent from 2002 to 2003. O in dollars ternms we're
t al ki ng about going from about $12.9 billion in 2000 to $18.5
billion in 2003. So the strong growh seens to represent sone
real confidence in the sector in the capital markets.

That's not to say that every hospital has terrific access to
capital or is spending at this rate. As one of the analysts
poi nted out, there are hospitals that have weak market positions,
t hat have nmj or managenent probl ens, and have uncontrol |l ed costs.
They may have a probl em accessing capital but changi ng Medi care
paynment rules probably won't fix it.

Now t he other question is, is capital spending sufficient to
repl ace depreciati ng assets, even though we can see that as very
strong? There was recently a report by HFMA that | ooked at this
guestion and they conpared the acquisition of fixed assets,
bui | di ngs and fi xtures and nmaj or novabl e equi pnment, to reported
depreciation and anortizati on expenses for Medicare cost reports
over five years from'97 to 2001. They were concerned that 40
percent of the hospitals had an index val ue using that
formul ation of |ess than one.

But these individual hospital nunbers may not be very
informative. For exanple, it really depends on where the
hospitals are in the construction cycle. A hospital that was new
in 1996 woul d have extrenely high depreciation expenses and
presumably very | ow acquisition costs for the next couple of
years. So it would have a |l ow index value but it would be a
brand new hospital. So they may very well have been noderni zi ng
it at least the appropriate rate, and it certainly didn't |ack
access to capital.

Conversely, an old hospital with | ow depreciati on expenses
m ght spend a ot on fixing the roof and that sort of thing and
have a high index but not be in particularly good shape. So the
i ndi vi dual values for this index that they introduced may not be
particularly informative.

But using the data in that report we found that in aggregate
the index was 2.2. Because the update is concerned with the
| evel of aggregate level of dollars in the system that would
seemto be a better indicator for capital access and spendi ng.

It would say that it's over twi ce the depreciating assets.
That's it for access to capital.

MR. PETTENG LL: Now taking the margin estinmate and the
information you' ve just heard about the other factors, the other
i ndicators, we believe that suggests that in the aggregate
Medi care's paynents remain adequate in fiscal year 2004.

That brings us to the second stage of the update franework.



As shown on this slide, this update will apply to Medicare's

i npati ent operating paynment rates. G ven that aggregate paynents
are currently adequate, the issue is how nmuch efficient

hospital s' inpatient operating costs should increase in 2005, not
counting any changes in volunme or case m x which the paynent
system adjusts for automatically? Under current |aw the update
is set equal to the projected increase in the market basket

index. There's also a provision that provides for a 0.4 percent
reduction for hospitals that fail to furnish quality data.

Now t he update franmework provides a useful guide for
devel opi ng a recomendati on because it takes into account whether
paynents are currently adequate, projected in changes in input
prices, our policy goal for productivity gains, and our allowance
for the effects of cost-increasing but quality-enhancing new
t echnol ogi es.

However, at the end of the day the update reconmendation is
a judgnment that you have to make every year. It is informed by
t he update framework but not dictated by it. This year we're
facing a lot of uncertainty as a nunber of people have noted,
Jack and others, and it's not clear how nuch efficient providers
costs will have to increase in 2005 because that will depend on
what happens to | abor costs, what happens to costs for drugs and
supplies, and nmal practice and capital.

Simlarly, it's not clear what will happen wi th paynent
growh. There's a lot of uncertainty there regarding the outlier
policy, as Jack nentioned, and al so about the inpact of a nunber
of provisions added by the new | egi sl ation, sonme of which are
particularly uncertain and we've nmentioned nost of those: the
wage i ndex reclassification, particularly the one-tinme reclass,
what happens to critical access hospitals, how many further
hospitals drop out and obtain critical access status, and al so
paynents for new technol ogi es.

G ven that, we're taking that into account in offering the
draft recommendation that is now shown on the screen. W believe
that a reasonabl e judgnent m ght be that efficient providers

costs will increase by the full rate of increase in the market
basket index. Although we still expect efficient providers to
make productivity gains, the judgnent is that there may still be

strong cost pressures operating that would be sufficient to
overwhel mat |least a part of that and, thus, a prudent course of
action would be to recommend a sonmewhat hi gher than usual update
t hat woul d be suggested by the framework. That's reflected the
draft recomendati on.

Now because it's consist with current |aw there would be no
spending inplications, nor any inplications for beneficiaries and
providers. That's that.

DR. RONE: Can | ask a general question about -- whenever we
go through this we always hear fromthe industry, and I'm sure
it's accurate, yes, the average hospital did so-and-so but their
Avogadro's nunber of hospital that did very badly or are on the
brink of suffocation, which may be true. | believe it. You give
us nunbers which are nean nunbers and you tal k about adequacy in
t he aggregate, is the termyou use, in terns of access to
capital, in terns of Xor Yor Z | think this is just worth a



m nute or to of conversation because | think everybody's right.
These data are right, but the concerns about the vul nerable
institutions are valid also, and not all hospitals are the sane.

MR. HACKBARTH. | think you may have been out, Jack, when
they reported sonme information about the distribution of w nners
and losers. Do you want to just quickly --

DR RONE: |I'mfamliar with -- | didn't hear this. | was
out. | apologize. But |I've seen the distribution. | guess ny
guestion is, what is our policy? Wat is the relevant data that
we make our decisions on? Is it the nmean, the nedian, the
standard devi ati on, one standard devi ation bel ow the nean? In
ot her words, is there sonme way that we can act in order to take
into account the variation?

MR. HACKBARTH. [|'Ill do the general version and then |et
them do the nore technical version. W focus in the first
i nstance on the average margin. But in recent years | think
we've paid in fact particular attention to the distribution and
who is losing and why. At |least the |ast couple years when |'ve
testified on the Conmi ssion's report we've gone through this with
menbers of Congress and the basic point |I've tried to convey to
themis that increasing the update for all hospitals is an
inefficient tool for dealing with problens particular to certain
types of institutions. W are far better off trying to identify
why particular institutions are, as a class, |osing noney and
addressing those issues specifically as opposed to just
i ncreasing the update for everybody.

So that was the phil osophy, the way of thinking that was,
for exanple, behind our rural recommendations in the June 2001
report. We concluded, based on analysis, that in a variety of
different ways rural hospitals were not being treated fairly, if
you will, by the system and nade recommendations to fix those
pr obl ens.

So I think our record is one of |ooking at both the average
and |l ooking at the distribution and trying to target solutions
where there are identifiable problens.

DR ROAE: |I'mwth you 100 percent but then when we get to
t he recommendations it doesn't reflect anything about that. Now
it may be that the distribution currently is not one that neets
yours or ours or the staff's or anyone's threshold for doing
further analysis, singling out a particular group as it was with
rural in the exanple you give.

MR. HACKBARTH. | think that as sone of the questions have
al ready have indicated it would be worthwhile to | ook at the non-
teaching category sone nore and try to understand what is going
on there. | want to be clear though that this is not a results-
oriented analysis. | don't think we want to fall into the trap
of saying, this category has a negative margin, therefore we
ought to just increase paynents to them Wat we did in the case
of rural hospitals was analytically | ook at how the system
adjusted for various factors and conclude that they were
i nappropriately, unfairly being hurt. It wasn't just that they
were | osing noney. The systemwasn't sufficiently refined to
deal with their unique characteristics.

So we don't want to just create a new non-teaching category



that has a special update factor, a special paynment adjustnent
j ust because they | ose noney. That would be a m stake in ny
Vi ew.

DR ROAE: One final question on this, and | find this
hel pful and | hope others do, is when we | ook at an i ndividual
subset or subsets of a popul ation of doctors or hospitals or
nursi ng homes or SNFs or whatever and we see that they're
di sadvant aged, not that just their results are underwater but
that they're di sadvantaged because of whatever, then do we have a
policy with respect to the budget neutrality or not of
recommendati ons we make with respect to fixes for that set of
institutions?

MR. HACKBARTH: | think we've addressed those issues on the
merits and individual cases. For exanple, if it's an issue
regardi ng the accuracy, the appropriateness of the wage index.
inherently we're tal king about an index that has rel ative val ues,
so we tended to say those should be budget neutral changes and
not new noney. But there are other instances, for exanple, the
DSH paynents, where we nmade a recomendati on for new noney to be
added to the DSH formula for rural hospitals.

DR. REI SCHAUER To the extent that the aggregate margin
seens to be nore than adequate, then the fix would Iikely be one
t hat was budget neutral at |east.

DR ROAE: | just think it's worth reviewing a little since
we're faced with this distribution issue.

DR. REI SCHAUER: But there is this distribution issue which
is, what if the 10 |largest hospitals in the United States had, or
the 50 | argest had margins of 3,000 percent and everybody el se
was negative, would you be happy? No.

M5. BURKE: A couple of questions and then just a concern.
Julian, | want to understand -- actually, let nme state the
concern at outset. | think one of our challenges this year in
the overall presentation in the report will be sonme framework
that allows people to understand why we woul d | ook at the
response in each sector somewhat different. |In sone cases we did
mar ket basket, in sonme cases we did market basket m nus
productivity, in some cases we did sonething else. That issue
occurs to ne particularly when you | ook at this, and actually
Nick raised it alittle bit in the context of how do you
segregate out SNFs or hone health fromthe broader question -- in
t he context of productivity.

In each of the prior discussions the presunption is that
productivity, that there is an adjustnment for productivity that
is relatively uniformacross the sector. W cone to hospitals
and in fact, as | understand the recommendati on, we make no
adj ustnment for productivity. That is one piece of this broader
concern of mne that we are going to have to explain to fol ks who
will look at this and say, why in this case did they decide that
because there is uncertainty -- | nean, | think a |lot of the
conversation here has been quite helpful, but there is
uncertainty in everything. There's nothing certain about
anyt hing that we've tal ked about all norning.

So every other sector is going to be equally as confused
about a lot of the changes that are comng into play and a | ot of



the other dynamics. So | think it's going to be incunbent upon
us to help people understand why this in fact is different, why
t he reconmendati on here doesn't have a productivity adjustnent.

MR. MIULLER. | heard G enn say that if you have a margi n of
15 it's okay and if you have a margin of 1.8 then -- | nean, if
you have a margin of 15 then there's sone room

M5. BURKE: But what concerns me is not just about the
margin. That would be the natural presunption, here's a margin
of X so you can take this. There's no magic margi n nunber as far
as | can tell, and | think looking in fromthe outside, we have
the benefit of enornobus conversation and trenmendous input by the
staff, but when you look at it free of that |I think it is
i ncunbent upon us to give people sone sense of it's not just the
margin. It is a whole series of considerations that have to be
taken into play when we | ook at these things. But this one wll
| ook odd in sone respects as conpared to the others, particularly
around productivity in the broader question.

So | just think as we think about how we say this, whether
it's in the introductory docunent, whether it's in the |anguage

we use in each of these sectors, | think we have to be very
careful that we don't confuse people further, and that the
natural presunption will be, if the margin is X then the answer
is Y. Because it's not that directly related. 1It's a broader

context | think.
MR. HACKBARTH. Let ne just make a couple of quick conments

and then 1'Il let some other comm ssioners junp in. Here's ny
thinking on it.
First of all, I want to be clear that the fact that the

recomendation is for a market basket for hospitals this year,
peopl e should not read too nuch into that. They should not read

into it that this neans that hospitals will not ever -- forever
nore be subject to a productivity adjustnent. The reason that |
feel like this appropriate this year, or several reasons

actually, one is that we've seen a fairly significant decline in
the average margin to a level that is | ow conpared to other
sect ors.

Second, there is | think always uncertainty, but naybe a
l[ittle bit nore uncertainty than usual in this case about both
the cost and paynment trends, for all the reasons that Jack has
descri bed.

Third, in the case of this sector we have a distribution of
margi ns that has a fairly high nunber of institutions with
negative margins. Frankly, that was a bit of a surprise to ne.
| had anticipated that as a result of the reformlegislation that
we m ght see a reduction in the nunber with negative margins, but
we have not.

So for those factors in conbination, which I think are

unique to this sector, | think it's a prudent step to go wth a
mar ket basket increase this year for both the inpatient and
out patient hospital services. But again, | don't think it

necessarily means that we won't be back next year saying that
there should be a productivity adjustnent.

M5. BURKE: | have no confusion about the fact that each of
these decisions is unique to this year and each year is a



different year. | in fact amfully supportive of this
recomrendation. So this is not because |I'm concerned about
what's being proposed. | think it nmakes perfect sense.

It is really about hel ping people that don't have the
benefit of this conversation to understand why there is
consi stency in what appears to be an inconsistent set of
decisions. Wy in fact it nakes perfect sense for exactly the
reasons you suggest. | think it is sinply incunbent upon us -- |
think we presume that people know or understand perhaps nore than
per haps they do when they read what it is that we' ve said.
think this year particularly we have to be careful about creating
the right understandi ng of what our intentions are and why we got
where we got. It's just the one further step to explain the
decisions. But | amperfectly confortable with the decision
that's been proposed.

MR SMTH Let nme follow up on Sheila in a slightly

different direction. | have a hard tine reconciling the data
that Julian summarized on the seventh slide with the
recommendation. It is partly, | think, and sonething we' ve

tal ked about before of whether or not the Medicare margin data
tells us less than we think it does. W inplicitly here, and |
think this was what was troubling Sheila, while we having
targeted margins in any sector we clearly have concl uded that
there's sone level of margin that's acceptable and when you get
below it we begin to get nervous, and in this case our
nervousness is reflected in not applying the productivity
adjustnment to the inpatient and outpatient update that we've
applied in other sectors.

If Julian's summary of the access, quality, service volune
data, that ought to tell us there's nothing obvious to worry
about here. There is uncertainty, but there's not sonething
going on on either the beneficiaries' access to care or the
qual ity side which suggests that prices are wildly out of |ine.
Instead we've fallen back on this unstated assunption that there
is sone |level of Medicare margin that is too low. It's unstated
because we don't have the vaguest idea what that is. This is

instinct. | don't think that works.
The other question -- people are tired of nme raising it so
"1l do it briefly -- is it does make ne wonder whether or not

the Medicare margin is a useful proxy for anything el se that we
care about. W start out, correctly | think, suggesting that
what we care about is access and quality. This reconmendation
doesn't flow fromwhat we know about either of those two
propositions. That's troubling and | think it's a different way
of describing what was troubling Sheil a.

MR. HACKBARTH:. Dave, what recommendati on would fl ow?

MR SMTH | don't know, and it's the reason | wll support
this recoomendation. But | do think it's an agenda that has got
to get higher on our plate, is trying to figure out the
rational e, or conclude that there is no rationale, why we so
focus on Medicare margin as a proxy, apparently focus on Medicare
margin as a proxy for quality and access even when the quality
and access data that we have different doesn't suggest that these
two are noving in sync at all.



DR RElI SCHAUER: Just a the comment on that, David, and that
is that | think the margin information is actually the canary in
the coal mne. By the tinme you get to be able to neasure an

access problemyou are in freefall, | think, and probably the
sanme is true for quality.
MR MILLER | totally agree with Bob's sunmary there

because what happens in terns of access and so forth is then
people really do know their direct costs versus their total costs
and keep services going if it covers direct costs. They don't
necessarily reduce those as quickly as a total margin cal cul ation
m ght suggest. And certainly in terns of quality, all the

di scussion we've had, at |east the years |'ve been on, is how
hard it is to neasure in the first place. So the notion that if
it's hard to nmeasure in the first place you can sonehow capture
changes in it quite quickly is hard to conclude. So in that
sense, since we're neasuring a very difficult area we shouldn't
be able to capture differences in a very difficult area that

qui ckly.

We even, as we've discussed with our three-year |lag in cost
data, we have enough anxi ety about that at tines as to how one
runs that forward froma three-year old base each tinme. So |
think there's good reason, as Bob has suggested, to worry about
our ability to capture access and quality very quickly. At the
same time | agree with David's point, it's an evolving field.
Qobviously if one has spent 50 years trying to get cost reports to
wor k, one can't assume that access and data can be nurtured and
made mature in a five to 10-year period. | think it's going to
take a while -- maybe not 50 years but it's going to take a while
to have the quality information that's really only been focused
on I'd say in a four to six-year period to be anywhere near the
| evel we want it to be.

DR. WOLTER The comment that the overall margins are
adequate in aggregate | just think over tinme needs a little
clarification, because is 1.8 percent adequate in aggregate? 1Is
1.5, is 2.0? | don't know what the right nunber is and I know we
don't have that fleshed out here. But | worry about it because
we woul d then either be targeting to get everybody to 1.8 percent
in these subsectors perhaps and feel that that's okay or
sonmething else. I'mreally not sure what the policy inplications
of that are because we're obviously concerned that there are
institutions within this aggregate 1.8 percent, half of them who
have negative margins that seens to be influencing our decision
on the productivity factor this year. So it's just a question
that | wonder where we mght go with over tine.

" m al so concerned as we've had this discussion that pops up
through the day that the inpatient margins | ook, relatively
speaki ng, better than the outpatient margins. | do have sone
concern that the current outpatient systemmay not have the right
base set point for overall aggregate coverage relative to
inpatient. | think the update recommendations here are fine
because they're ained at both, but again, over tine are we going
totry to have the APC system on average cover the cost of an
efficient provider or not? And we may not be able to trust this
margi n data, outpatient versus inpatient. But | think at sone



point we mght want to clarify where we want to take that
di scussi on.

Then lastly, in the recent legislation 0.4 percent of the
i npatient update is tied to the quality reporting. | think we
have been in other sectors trying to create encouragenent around
I i nki ng some paynent incentive to quality. This nmay not be the
year to try to do that in the fee-for-service inpatient and
outpatient side but I wonder if we should at |east have sone
comments in this section that we do encourage, as tinme unfolds,
| ooki ng at mechanisnms to link quality reporting and neasures to
paynent .

DR. NEWHOUSE: | want to underscore what Sheila said in that
| think the chapter needs to have a statenent that we're not
abandoni ng our framework and have sone explicit reference to both
productivity and S&TA and then basically go on with the response
that you, denn, gave to Sheila as to a judgnment call about what
is going to be an adequate pot for 2004. Explicitly margins are
in that m x, because that was your first point, and in fact your
third point was the distribution of margins. But we w nd up
saying it's a judgnent call.

On Nick's point, if we're going to say how adequate is the

APC, | would prefer, as | said before, that we conpare that
agai nst the direct cost of the outpatient departnment on the
assunption that, as | said before, that the joint cost will get

pi cked up in the overall Medicare margin in any event.

. RONE: A couple coments about margins. Over the course
of several years here | think the nost inportant piece of
progress we've nmade in this has been going to the nost-of -

Medi care margin as opposed to the inpatient Medicare margin which
is what we were focusing on sone years ago because of cost

al l ocation issues, and because of adverse incentives to put
activities in one place versus another, and because of the

evol ution of nedicine and the inportance of outpatient. So |

feel while this is maybe not satisfactory it's a |lot better than
where we were | think frommy point of view

| think some comments about the margin is 1.8 or whatever it
is, what does that tell you? What's the difference how low it
is, what does it tell us about what we really need to know? |If
we take that approach I think we should be disinterested. That
is, I think we would have to say that there is no margin that's
too high as well as no margin that's too low, and | don't think
that's what | here. What | hear is when the margins are high
they're too high. And when the margins are low, it's what does
this really tell us? So | think we need to be careful about
t hat .

What it really tells us, whether it's too high or too lowis
obviously related to what proportion of the revenues of the
organi smor organization are related to Medicare. So it mght be
very different at different entities.

| wanted to enphasize that | think the margins are
interesting if for no other reason to watch the trend of them
over time. Maybe not to make the individual annual decision
based on themas we're urged to do when they're low and we're
urged to neglect themwhen they're high. But to |ook at the



trends over time. | thin that does tell you sonething about
what's going on in the sector and | think it tells you sonething
about ny favorite hobbyhorse, which is access to capital.

So if we were not going to use themto make any deci sions --
it's kind of like a PSA level. Any one nunber isn't that
hel pful. You have to have several years of PSA | evels before you
can tell a patient whether or not his PSAis going in the wong
direction or not. So | do think froma trend point of viewthey
have sone intrinsic value although I would agree that we
shoul dn't overly rely on them

The other thing I would say lastly is that, in addition to
bei ng concerned about the variance, ny concern about the variance
with this particular group or the new group of |osers, these non-

teaching hospitals, is that the nedian nunber -- and this is a
reprise of some earlier conversations -- the nmedian margi n nunber
is noved to the left front rather than to the right. | wouldn't
be so concerned if the variance was still great but it had noved
to the right, other than maybe we need to reduce paynents. But
if it's noved to the left and there's still variability, then

think that's the instance in which we should put a mcroscope on
the lower end and really analyze it to see if there is sone
intrinsic deficit in the way we're treating them

MR. HACKBARTH. | think that's an excellent point. Allen
Feezor, Al an Nel son, and Ral ph and then we need to nove on to the
out pati ent presentation.

MR. FEEZOR: | was going to reinforce Joe's conment about we
do need to make explicit the retention of our policy with respect
to productivity and the like. Then Jack took ny other comrent
about that we need to -- | think it is incunbent upon us to begin
to try to establish correlation between margi n and access.

That's access both to care and to capital and | think begin to
nonitor that nore, or look at that nore in that perspective

Then the final thing | guess, in this next round of
applications for clinical access hospitals | wuld like, if we
could, to track the concentration or the growth in concentration
of for-profit hospitals in that particular sector.

DR. NELSON: |I'munconfortable with our apparent
i nconsi stency here. Elsewhere in our report we're going to
explain and justify why we believe productivity should be applied
to these other segnents. So |I'munconfortable then with us
pl ugging in productivity one year and not another year based on
what the circunstances are. It seemto ne we ought to try and
have a uniform approach that we apply as broadly as we can and as
consistently fromyear to year, and we do. The first question we
say, are paynents adequate currently, or are Medicare paynents in
2004 adequat e?

| f indeed we undershot and margins are |ower than they are
because we m scal cul ated on what the costs were going to be then
we ought to say, and we ought to have a 1 percent get-well
factor. W ought to say it's because we undershot. Then we
ought to go ahead and apply a carefully cal cul ated nmarket basket
with productivity as we do for the other Medicare portions. 1'd
be much nore confortable with that rather than for us to just
sort of fudge it.



MR. MIULLER: Al an has expressed what | feel as well because
we have the franmework of paynent adequacy plus update in a
variety of areas today and in other years when we have margi ns of
10, 12, 15 percent in SNFs, et cetera, and so forth we say,
paynents adequate and we probably don't need an update and we
vote not to give updates. |In an area here where there's, | think
sonme could argue that 1.8 is not adequate we've, in a sense,
taken the -- as Alan has said, we've basically taken the
productivity and used that as a way of dealing with the adequacy
issue. In other words, instead of saying, let's make them
adequate and then you can do the update m nus productivity.

Now | agree with the recomendati on that was made. 1In a
sense we've kind of backed our way into it. But in ternms of the
framework that we have, if we're going to maintain that kind of
adequacy pl us update framework then at sonme point we need to say
when are margi ns i nadequate? In a sense, the D MA has done that
with a bunch of add-ons in the specific areas that you talked to
earlier, the rurals and nmaking nore critical access hospitals and
so forth. That's another way of saying that the paynents there

wer e i nadequate and therefore they'll get nore than updates
because -- | can't renenber now what the increases were, Jack.

It was 6, 7 percent whatever canme in DIMA, for the rurals. It's
probably nore than 6 or 7 percent. |In a sense they had a -- that

was an explicit judgment about adequacy that was not there and
therefore they would get nore than the update.

The way | understood your comrents earlier, that rather than
overal | updates you would at least |like to have questions of
adequacy subdivided into areas where they need to be fixed,
whether it's rurals or critical access or whatever. But if we're
going to maintain the adequacy argunent and especially not do
updates on the ones that are plus 15, then | think we al so, when

we' re bel ow sone threshol d of adequacy -- and |'mnot sure we as
a conm ssion have decided what that is, but 1.8 |I could argue
pretty clearly in ny mind is below an adequate |evel. That being
said, | agree with the recommendation but | think we should
consi der about how we maintain our consistency there.

DR REISCHAUER: | think Alan stated it nicely. W're going

to end up at the sane point for all practical purposes but we
shoul d stick with the procedure and franework that we had | ayed
out. That nakes the case for how we'll deal wth this issue next
year a lot clearer to the world as well as justifying what we're
doing this year in a nore coherent way that hangs together with
all of our other recommendati ons.

MR. HACKBARTH: It requires an explicit finding that 1.8
percent is inadequate. Is it the 1.8 that's inadequate or is it
the nunber of losers that are inadequate? |Is it how far the
| osers are from 1.8 that's inadequate?

DR, REISCHAUER Al of this is a judgnent, and the general
feeling of disconfort which |leads us to believe that there should
be a boost of sonething like 1 percent and then noving forward,
mar ket basket m nus productivity plus S&TA.

MR. HACKBARTH. O her reactions to that proposal?

MR. SM TH  For reasons of consistency and clarity | think
Al an's proposal makes awfully good sense. It does get us closer,



Alan. | don't know whether it's a negative inplication or not.

| know it's an inplication we will be asked subsequently to
westle with is, okay, you have inplicitly stated that 1.8 is too
| ow? What about 3.8 or 15.4? W are sliding -- Bob, you're
right it is a judgnent call and we ought to maeke it.

DR REISCHAUER: It has a |lot of different dinensions and we
don't want to give particular weight to one or the other.

MR SMTH  But we are. W have in this conversation and we
will inthe text. | think Genn said it clearly. What has
troubled us to the point of declaring inadequacy is not any
capital market data, it's not any access data, it's not any

patient discharge data. It's a 1.8 average nargin. That is what
has rung our bell, or killed our canary.
M5. RAPHAEL: | think Jack made a good point, which is we

need to |l ook at the trends here and not just one year.

MR. HACKBARTH:  Jul i an?

MR. PETTENG LL: On the other side of that, a couple of
things. One is, the recommendation is for one year only. Next
year you get to revisit it again. And when you ask the question
about whet her current paynents are adequate next year you will be
in effect revisiting the question of whether you overshot or
undershot this year. So that's one way in which the |evel of
uncertainty that you should be carrying around here i s perhaps
smal l er than the margin |l evel would drive you to.

The second thing is, as David pointed out, the margin is
only one factor here. You have the other indicators and they're
not show ng probl ens.

In addition to that, the margin distributions that you | ook
at for Medicare are extraordinarily wide. | think we've said
this to you before and we've shown you data, and we can do it
again, we would probably should do it again, any group you can
define, | don't care what it is, has a very wide distribution of
mar gi ns.

So what exactly does that nean? Wen you put that together
with what total margins |ook Iike we've shown you al so that
there's no relationship between Medicare margi ns and total
mar gi ns.

So it hospitals' behavior is driven by what their overal
financial condition is rather than by what is going on precisely
wi th Medicare, should you react strongly to a 1.8 margin in one
year? | don't know. | think there's a |evel of uncertainty here
that you should reach to, but don't over-react.

M5. RAPHAEL: You have sectors here |ike nursing honmes and
honme health that have very small total margins but high Medicare
margins. Here you're saying we have the reverse, we have hi gher
total margins and | ower Medicare margins. So what does that |ead
you to do in ternms of a consistent stance?

MR. PETTENG LL: For hospitals what you have is no
rel ati onshi p between Medi care margins and total margins.

MR. MIULLER  Sone of this goes back to the DSH di scussi on of
prior years where one of the reasons you have this inverse
rel ati onshi p between Medicare and total is that hospital s that
had hi gh Medicaid had | ower total margins. By having an DSH
paynent as a matter of policy it drives up your Medicare margin.



So in a sense, a policy judgnment has been made to drive up the
Medi care margi n because you have a |ow total margin because you
have Medi cai d.

So | would say there's a real policy reason for that inverse
rel ati onship by and | arge because the reason you have | ow tot al
margins is high Medicaid and high uninsured. So | don't agree
wi th your hypothesis at all. | think there's a real policy
reason for that relationship that has been well-established for
however | ong DSH has been around.

DR. MLLER Fundanentally | think what we're asking here is
whet her we're making a conclusion that it's inadequate now and
appl ying the franework or whatever the case may be and then
maki ng a recommendati on, or whether we | ook at this and make this
judgnment a year fromnow. Part of what we're tal king about here
-- the legislation passed a nonth ago and there's a | ot of
activity about to happen and starting to happen now and this is
our best shot at nodeling the inpacts of it. But there's a |ot
of uncertainty that exists just in that.

MR. MIULLER: But you're showing 1.7 for 2002. | think Caro
and ot hers have nade the point, several people have made the
point there's been a trend here that's going on for a while that
has been goi ng down, costs have gone up for the reasons well -
articulated inside the chapter. So | don't think anybody is just
saying there's a point estinmate that has hit us today and we're
sayi ng, eureka, we never knew this. W' ve been watching these
trends for quite a while and whet her one uses Bob's netaphor of
the canary in the mne, there seens to be evidence accumnul ating
over the years that costs went up nore in this field, and they
may go up in other fields as well.

As | argued in response to Julian, | think there's a reason
why Medi care and total margins can be, if not totally inversely
related at | east highly negatively correlated, and that's a
policy that has brought us to that in part. So | think it's a
cunul ati on of evidence, not a single point estimate. And | think
whether it's in terns of Sheila's initial adnmonition to us that
we should put this into context rather than just saying, there's
a point estimate here that has taken us over the line. It's a
cumul ati ve di scussion, cunul ative evidence that has caused us to
say, this one is too low, and that's what | |iked Alan's
formulation of it. But I think it's not just one thing.

Also if we're sitting here a year fromnow and the estimte
for 2003 is also at the 1.7 level and so forth -- | agree with
you, it's hard -- to necessary to forecast '04, '05, but '02
we're show ng here is at 1.7, which is a marked decrease fromthe
4.1 and 5.1 that we're showing for the two prior years.

DR ROAE: | think it's inportant to take both sides of each
of these argunents just like | suggested if there's no margin
that's too | ow there shouldn't be any that's too high. As Julian
says, you don't have to make a change because it's only an annual
adjustnment and if you mssed it you can make it next year. If we
made it and it was nore than we need to, we can conpensate next
year in the sane way. So that doesn't persuade ne in one
direction or the other.

| think I'm concerned about what Bob said about the | atency



here, that by the tine you see effects in sone of these dependent
vari abl es that we pointed out we haven't seen, it nmay be too
|ate. Things crash and then it takes a while to cone out.

| remenber discussions with the adm nistration after the so-
cal |l ed Bal anced Budget Act of '97, two years into the academc
nmedi cal centers were scream ng and the adm nistrati on was sayi ng,
we don't really see evidence that you' ve having -- this isn't
changed, that hasn't changed. Wy don't we wait? It's alittle
hasty to put noney back in. W think it's going to be okay.

Then by the time things got around to getting corrected a little
bit there were a nunber of institutions that were very severely
af f ect ed.

So | think our goal is to have as snoboth a curve as
possi ble. W don't want crashes and then peaks of big nmargins
and then crashes and peaks. That's the problemw th federal
policy in these area. Don't we want as snoboth a curve as
possible? 1Isn't it likely that by throwing a little nore on the
table here we're nore likely to have a snoother curve than a
spi ked curve? That's mnmy sense of what |'m hearing and what |'m
seeing in the nunbers.

MR. HACKBARTH: But what | hear is a consensus about the
dol I ar anmobunt, and the only issue is whether we characterize it
as a step one adjustnent, the paynent adequacy adjustnent, or
whether we do it in step two and change the proposed increase for
the followng year. | think the conversation has well-captured
the logic and benefits of the two approaches.

It is a change though and I'mthe sort who gets nervous
about maki ng changes like this w thout thinking themthrough.
VWhat 1'd like to do is just think through this some nore tonight
and what the potential inplications of the two approaches are
before we go one way or the other.

M5. BURKE: denn, | unfortunately can't be here tonorrow so
et me just |eave one further though as you think about this for
tomorrow. As you |l ook at what the possible inplications would be
| would give careful consideration as to whether it will have any
i npact on the spending inplications against budget. |If there's
any structure that will change that I would have great concern
because | think it will meet opposition if it's outside of what
is anticipated, would be ny guess. | don't know that it would,
but depending on how you construct it and howit's characterized
as either market basket or sone variation that is above that, |
woul d just worry if all of a sudden we have a budget hit that we
have to expl ain.

DR. RONE: W voted on a couple things earlier today that
had budget reducti ons.

M5. BURKE: | understand that. |In each of these I'm
cautious about -- | nean, we will be where we are but | want to
go in know ng what that is because there will be sonme inpact.

M5. RAPHAEL: That just raises the issue of that 0.4
reduction if you don't produce the quality report, which is in
current law. N ck raised the issue of if we want to say anything
on that, given that we are trying to nove ahead on the quality
front in every sector here.

DR WOLTER: | was just going to conment on that again,



Genn. If we end up with whatever the approach is at a certain
nunber and don't comment at all on the quality tie, could that be
interpreted by sonme as we're reconmendi ng that that be noved away
fron? We just mght want to think about whether or not we should
conment .

DR. NEWHOUSE: | think we should coment. | think that's a
good point. And | also think that we ought to say that in our
j udgnment about the update factors we will ignore the effects on
mar gi ns caused by non-conpliance with that provision. | think in
practice that's going to be, again, a judgnent call, but | think
the general principle is that we want the hospitals to conply
with this and we're not going to, in effect, float everybody up
if people don't -- to the degree people don't conply.

MR. HACKBARTH. M personal feeling is that | wouldn't want
a failure to address it to be interpreted as a | ack of support
for the principle that the data ought to be provided and we think
that's the direction to nove. | do have reservations about the
approach of paying differential for the provision of the data.

My own view of this is the data are inportant and they ought
to be provided as a condition of participation in the program and
we ought not have differential updates based on whet her people
provide data. |I'mworried about the precedent that that
establishes. W have a whole |ot of other people with data
i ssues and concern about the cost, but | absolutely agree, N ck,

t hat we should not allow silence to be construed as a | ack of
support for getting these data. | think they're critically
i mportant.

DR REI SCHAUER. W don't think you should be able to buy
your way out of providing information that's critical to
mai ntai ning and inproving quality.

MR. HACKBARTH. Right. Let's turn to the outpatient piece.
Chant al .

* DR. WORZALA: ood afternoon. W'Ill be nmaking an update
recommendati on for cal endar year 2005, and under current |aw the
updat e shoul d be market basket. The outpatient PPS update itself
was not affected by DIMA. However, there are provisions in that
| aw addressi ng paynent for drugs under the outpatient PPS and

al so extending the hold harm ess policy for certain policies.
Both of those are expected to | ead to higher paynents than

previ ous | aw.

To put your decision in context, the Ofice of the Actuary
estimates spendi ng under the outpatient PPS to be $21.6 billion
in 2003 and about 38 percent of the paynments com ng from
beneficiaries. As you know, we do conduct our assessnent of
paynent adequacy for the hospital was a whol e and have been
tal king about that up to now. Just as a point of information
"1l provide you with the outpatient margi ns before noving on to
t he update.

The top line of this chart shows the overall Medicare
mar gi n, again, our principal nmeasure of hospital financial
performance because it addresses all of the service lines that
hospital s provide and obvi ates some of the cost allocation
problems. As Julian discussed we al so consider a host of market
factors. As Jack pointed out, the 2004 estimted overal



Medicare margin is 1.8. That does include the outpatient PPS
provisions in DIMA that | had nentioned previously.

You can see the trend in the outpatient margins here and you
may recall that we had slightly different nunbers presented at
t he Decenber neeting. As Jack alluded to, we did identify a data
error in the cost reports and it turned out there was a subset of
hospitals that did not have full outpatient charges reflected in
their cost reports. W understand fromCMS that this was an
error stemmng fromdifficulties some Fls experienced in
processing clains and generating the PS&R reports. The PS&R
report is the source of charges for the cost reports. Due to the
om ssion of these charges we did overestimte the outpatient
mar gi ns for 2002 in Decenber. The final estimtes presented here
use inputed values for the hospitals identified as nost likely to
have had m ssing charges on their cost reports in either 2001 or
2002.

So what are the nunbers? There was substantial inprovenent
in the outpatient margins from 2000 to 2001 in the aggregate
nmoving from negative 12.2 to negative 6, and this does coincide
with inplementation of the outpatient PPS. The kinds of factors
that would lead to the inprovenents in the nmargins are the
transitional corridor paynments which were designed to tenporarily
add noney to the system W did have pass-through paynents that
wer e exceeding their budgeted cap in 2001. W also see from our
own analysis that outlier paynments exceeded their cap in 2001.

In addition, hospitals may have been sensitive to
controlling costs, particularly outpatient costs, in this period
in response to the uncertainty of a new paynent system com ng
onl i ne.

As you can see, the margins then declined between 2001 and
2002 noving from negative 6 overall to negative 8.2. Again
several factors explain the decline, nost obviously the cost
growm h that we've been di scussing which, of course, would cut
across service lines | think. W had |lower transitional corridor
paynments in 2002 by design and the pass-through paynents were
subject to a pro rata reduction in 2002, and we saw outlier
paynments nore in line wwth their cap in that year as well.

I n thinking about how payments m ght changer after 2002
there were two provisions in DI MA addi ng new noney, the change to
the drug paynent where we're meki ng separate paynents for nore
drugs with sonme floors on the paynent rates. Then we al so have
t he extension of the hold harm ess policy. There is one
possibility that would lead to a decrease in paynents and that's
the end of the transitional corridors for all but those hospitals
hel d harnl ess.

As Julian noted we do have sone uncertainty as we nove into
our deci sion-maki ng process and we do have evidence that cost
pressures are easing, but we do not know exactly how quickly.
There are sone issues on the paynment side as well. Consequently,
we propose meking the sane reconmendation for the outpatient PPS
as the inpatient, and that would be that the Congress shoul d
i ncrease paynments for the outpatient PPS by the increase in the
hospi tal market basket for cal endar year 2005. This
recomendation is the same as current |aw and we anticipate no



inplications for beneficiaries or providers.

MR, HACKBARTH. Questions, comments?

DR. NEWHOUSE: We could clearly have a reprise of the prior
conversation which | don't think we want to do but | think in
terms of witing -- assuming that we're going to support the
recommendati on, that we again come back to our judgnent about the
overall pot of noney since nost hospitals have an outpatient
departnment and we think it's noney going to the total hospital
then that's rather -- | think rather than -- we're not proposing
to arbitrarily divide it up in some way between nore in the
inpatient and less in the outpatient or vice versa. That doesn't

get to Nick's concern but I'lIl have a side conversation with him
about how we updat e.

The other thing | just wanted as a small point, | assune our
projected or estimates consider the -- let nme ask it this way.

What's the inpact of the extension of hold harm ess and new drug
provi sions on this on the outpatient side?

DR. WORZALA: Let ne just get to that page again. | do have
the nunbers. This is fromour estimtes and the drug and the
hol d harm ess provisions result in a margin that's 2/10 of a
per cent age point greater than the decrease fromthe transitiona
corridors. So the net of losing the transitional corridors and
havi ng these new BI PA provisions is a positive 0.2 percent on
paynents.

MR. HACKBARTH. Joe, on your first conment |I'm not sure what
you were saying. Were you saying that --

DR. NEWHOUSE: We should reiterate that we're holding with
our framework that productivity -- but actually here not S&TA --
S&TA applies but that we're still unconfortable with the overal
pot of noney at the hospital as an entity, and our judgnent is
that the hospitals need nore noney and we're giving them nore
noney in part through the inpatient and in part through the
out pati ent updat e.

MR. HACKBARTH. So if we were to adopt Alan's proposal for a
step one adjustnent would we characterize both as a step one?

DR. NEWHOUSE: | actually didn't frame it for nyself the way
you framed it, was it step one or step two. It could in
principle be either. | was going to go hone and thing about.

But so in response to you i s, whatever the answer to that
guestion is | would nmake it for inpatient and outpatient.

DR. RONE: | think to whatever extent we're better off with
overall Medicare margin as a better reflection, for the reasons
we tal ked about earlier about the shift fromone site to another
site of health care and the changes in technol ogy and your
ability to nove patients around and reall ocate costs and all that
we don't want to -- if any adjustnent is nade, nmake it just in
one of these two pieces. That would be a m stake. That would
provi de incentives for what we're trying to get away from So to
what ever adj ustnent gets nmade | would then parse it across to two
areas in such a way as it's neutral and it's not going to result
in behaviors which we're trying to get away from

DR. NEWHOUSE: The real inplication of that, assum ng we are
adhering to our framework, is the difference wth the S&TA and
whet her that does create a small difference in how we treat



these. But nmaybe we can take that up tonorrow.

MR SMTH | think the el egance of Al an's argunent about
consi stency does argue for doing this as a step one adj ust nent
and holding on to the productivity nodification of the market
basket update. W could do it in a single step. W could say we
bel i eve that because of the |ow overall margins this is a year in
whi ch we ought to forego the productivity target, but | think
it's probably better to do it in tw steps, although at 0.9 and
0.9, Alan, not one and 0.9, so we don't inadvertently step on the
probl em Sheil a rai sed.

MR. HACKBARTH. Any ot her comments about outpatient?

kay, as | said we'll take this up and do our votes tonorrow
norni ng on both the inpatient and outpatient. So |I think we're
done for now and we'll have a brief public coment period.



